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Explanatory Brief of 
Significant Problems in Accounting, 
Reporting, and Management of 
Governmental Utilities With 
Revenue Bonds Outstanding 
Distributed at Annual Meeting of Municipal Finance Officers Association of 
United States and Canada, Chicago — June 1960; subsequently distributed 
to liaison committees to MFOA, namely, Municipal Section of American Bar 
Association, Investment Bankers Association, and Municipal Forum of New 
York; also distributed to certain bond attorneys and municipal-bond dealers. 
THERE APPEAR to exist two separate problems respecting the effective 
use of revenue bonds that should engage the attention of individuals 
or agencies interested in such sources for the financing of govern-
mental improvements. Interested parties would include the govern-
mental bodies, bond dealers, bond attorneys, investors, governmental 
organizations, and auditors of such utilities engaged in the practice 
of public accounting. The problems that should engage their atten-
tion are described briefly as follows: 
Actual conflicts appear to exist between the provisions in the 
typical revenue-bond ordinance and generally accepted accounting 
principles; the latter require that the accounts of governmental utili-
ties (such units generally include all issuers of revenue bonds) be kept 
on the accrual or modified accrual basis. 
For the purpose of preliminary explanation, it should be stated 
that generally all revenue-bond ordinances, by express or implied 
terms, do provide for one or the other of two distinct bases of ac-
counting— 
References in various ordinances to the applicable basis are fre-
quently ambiguous, occasionally obscure, and subject to opposite in-
terpretations by equally interested persons, such as bond investors 
and certified public accountants auditing the accounts of govern-
mental units with revenue bonds outstanding. For example, a typical 
ordinance may provide that the utility shall "keep proper books, 
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a) Cash basis 
b) Accrual (or modified) basis 
90 
records and accounts," and/or frequently may provide that "com-
plete and correct entries shall be made of all dealings and transac-
tions." 
Sometimes an ordinance may state "the accounts shall be kept 
in accordance with sound accounting practice." To the bond dealer 
or investor these loosely stated provisions may mean or imply "cash 
basis." To the auditor or accountant they may clearly provide for 
accrual-basis accounting. 
On the favorable side of the picture, it would appear that an 
increasing number of revenue-bond ordinances of utilities across the 
country are expressing or indicating an intent to follow the accrual 
basis or a modification thereof. 
In support of the above-mentioned conclusion, Municipal Finance 
Officers Association, in a research study prepared for the purpose of 
this brief, has stated, "The instance cited by you is one of very few 
we have had brought to our attention where other than interpreta-
tions common in accounting have been given to these requirements. 
That is, most of the governmental units of which we have knowledge 
follow recommendations of the National Committee on Governmental 
Accounting or of the Federal Power Commission, or the National As-
sociation of Railroad and Utilities Commissioners, etc. A l l of these, 
as far as utilities are concerned, prescribe approaches commonly used 
for privately owned utilities, as applicable to governmental utilities." 
Regardless of the routes selected for fulfillment of the specific 
provisions of the typical revenue-bond ordinance, i.e., cash or accrual 
method of accounting, the effect or end result of such process is to 
distribute into various "funds" (equivalent to bank accounts) cash 
from revenues. It is from this basic premise that investors and their 
bond-dealer representatives generally conclude or reason that cash-
basis accounting is required. 
If we accept the following two premises— 
a) that governmental utilities should follow the accrual basis 
of accounting in conformity with generally accepted gov-
ernmental accounting principles, and 
b) that the purpose or intent of the provisions in the typical 
revenue-bond ordinance is to specify the manner in which 
cash from revenues (not revenues) is distributed into vari-
ous funds or bank accounts, 
then a conflict does exist between the method of accounting to be 
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followed and the requirements to effect compliance with the pro-
visions of the usual revenue-bond ordinance, namely, transfer of 
cash into certain funds or bank accounts. 
To amplify this view, "revenues" determined on the basis of 
accrual accounting and the cash resulting from such revenues wil l not 
equal the same amount. Since you cannot deposit "accrued accounts 
receivable" in a bank account, the bond investor or dealer naturally 
thinks in terms of "cash" and in a related sense, of "cash-basis ac-
counting." 
The auditor of government utilities following accrual accounting, 
who senses this conflict by reason of being mindful of the needs of 
investors and bond dealers who follow their audit reports closely, can 
only meet the problem by presenting income statements on the re-
quired accrual basis and separately showing the flow of cash from net 
revenues into the various funds provided for in the ordinance. This 
always requires a special calculation converting "net revenues on 
the accrual basis" into "net revenues on a cash basis" in order to 
establish the amount of "cash" available for distribution into the vari-
ous funds (bank accounts) specified in the ordinance. 
A second area of conflict surrounding this point concerns which 
amount to use for the purpose of computing "coverage," on which 
bond dealers insurance companies and other large investors place so 
much emphasis. Should it be "net revenues before depreciation and 
bond interest," determined on the accrual basis, or should it be the 
converted amount of "net revenues on the cash basis," in terms of 
the thinking of many, if not most, investors or bond dealers? 
To follow the latter course, which seems almost necessary prop-
erly to reflect compliance with provisions of the ordinance, deprives 
the investor or dealer reader of an audit report of the opportunity to 
view an operating statement of a utility and find thereon an amount 
of "net revenues" on which the coverage computation can be based. 
It is contended that this too represents a conflict between the proper 
method of accounting and fulfillment of the typical provisions in 
revenue-bond ordinances. 
There may well have been adopted by a number of governmental 
utilities, revenue-bond ordinances with provisions so worded as to 
avoid or resolve these two conflicts, but this writer has never seen 
nor heard of one. Nor has the research of Municipal Finance Officers 
Association, furnished as a basis for some of the views expressed in 
this report, disclosed such an ordinance. 
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What is believed to be occurring on a substantial scale is that 
investors and bond dealers who receive audit reports reflecting 
accrual-basis accounting are either: 
a) receiving audit reports that do contain schedules converting 
"net income before depreciation and bond interest" from accrual to 
cash basis and that show the flow of "cash from net income" into 
the various funds (or bank accounts) set forth in the governing 
bond ordinance or resolution, or 
b) simply not bothering for a variety of reasons, such as full con-
fidence in the governmental unit, to raise the question respecting 
conversion from accrual to cash basis or concerning the details of 
the flow of "cash" into the various funds prescribed in the ordinance. 
COMMENTS AND OBSERVATIONS 
Based on the foregoing brief of the problem and assuming ordi-
nances do not already exist that have resolved the issue, the writer 
believes there is a realistic conflict between the customary provi-
sions in typical revenue-bond ordinances and application of generally 
accepted accounting principles as they pertain to governmental utili-
ties. The focal point of the conflict is the audit report, for it is the 
auditor who, on the one hand, must report on the "accrual basis" in 
order to follow such generally accepted accounting principles and 
who, on the other hand, must submit operating statements reflecting 
bond-coverage requirements and net revenues before depreciation and 
bond interest on the "cash basis." 
Since use of the accrual method of accounting by governmental 
utilities is so widely accepted, having become well established as a 
"generally accepted accounting principle," the solution to this conflict 
would not appear to lie in the direction of reverting to "cash-basis 
accounting." This would represent a serious step backward and 
would retrace much of the progress achieved by the accounting pro-
fession and governmental units themselves over the past fifty years. 
The answer would seem to lie in developing a new set of ap-
proaches to the requirements of bond investors and security dealers 
which, when expressed as provisions in revenue-bond ordinances, 
would conform fully to generally accepted accounting principles ap-
plicable to governmental utilities. 
A reasonable solution to this "conflict" is an urgent need in the 
whole field of governmental accounting and reporting if the dilemma 
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confronting the auditor of governmental units with revenue bonds 
outstanding is to be resolved. The situation offers a genuine challenge, 
not only to the governmental units and the accounting profession, 
but to interested representatives in the security field as well, includ-
ing investors, bond dealers, fiscal agents, and bond attorneys. 
P R O B L E M NO. 2 
There would appear to exist a serious need for modernizing and 
completely revising the basic approaches inherent in revenue-bond 
ordinances, which historically have served virtually the sole purpose 
of protecting the bondholder. The almost standard protective cove-
nants of revenue-bond ordinances have, since the inception of reve-
nue-bond financing in the United States, been dedicated solely to 
the task of conforming management of governmental utilities to the 
needs and requirements of bond investors; they have given little or 
no consideration to the needs and requirements of management. 
It is conceded this was both prudent and necessary in the early 
days of revenue-bond financing throughout the country for without 
such protective covenants, sales of revenue bonds would have been 
impossible and this method of governmental financing would never 
have become established. But today it is well established, tested by 
time and experience; the tremendous volume of revenue bonds out-
standing and the steadily increasing flow of new issues both attest to 
the broad acceptance currently of this form of financing in the in-
vestment markets of the nation. 
By reason of the progress achieved in the past it now seems both 
prudent and desirable to consider development of revenue-bond ordi-
nances to conform to the "management approach," as well as for the 
traditional purposes of investors. It is believed this can be accom-
plished without sacrificing the protective position of the investor 
group or their representatives functioning in the capacity of security 
dealers and fiscal agents. 
A few reasons why such a new approach is believed to merit 
current consideration are: 
a) The tremendous growth and improvement in the govern-
mental accounting field has laid a firm foundation for more effective 
administration of governmental utilities. 
b) Management of utilities is sounder and more effective today 
than ever before because: 
94 
• There is greater stability in administrative groups, resulting 
primarily from continuity of elected boards or councils. 
• There has been a marked increase in the use of professional or 
career managers. 
• There has been a vast increase in technical knowledge in the 
field of utility management—a knowledge that is being 
broadly applied today. 
• There has been a marked improvement in the quality of man-
agement "assistants" in recent years, particularly in en-
gineering, accounting, and office staffs. 
• The development of machine accounting has made possible vol-
ume operations and has increased office efficiency tremend-
ously. 
c) The notable improvements in the auditing and reporting field 
have resulted in greatly improving the quality and reliability of audit 
reports. 
A l l of these changes and improvements have developed an ac-
cent on management in recent years, which inures to the benefit of 
of both the utility and the bondholder. However, the standard or 
typical bond ordinance under which utilities generally must operate 
tends to unduly curtail or restrict improvements in management, one 
result being actually to deprive the bondholder group of the increased 
coverage and protection that would result therefrom. 
A number of the typical provisions of revenue-bond ordinances 
considered "management deterrents" are: 
a) The direct or implied use of multiple funds, distinct and sepa-
rate from each other, in conflict with good accounting. 
• This provision, almost universally found in ordinances, actually 
conflicts with the typical requirement imposed on the auditor 
to submit a "balance sheet" in his report. The use of sev-
eral funds, employing several sets of books, would technically 
require submittal of several unrelated balance sheets instead 
of one balance sheet reflecting the over-all financial status of 
the utility as a whole. 
b) The use of multiple bank accounts. 
• In a practical sense, this widely used requirement is one of the 
most serious deterrents to efficient utilization of money of 
95 
any of the typical provisions found in revenue-bond ordi-
nances. 
• It is good business and contributes effectively to good manage-
ment for a utility to invest, generally in short- to medium-term 
U.S. securities, its excess and unneeded cash, whether it be 
reflected on the books in operating, bond and interest, or 
reserve funds. This can be effectively accomplished with 
use of a common bank account. 
The use of multiple bank accounts, however, is a wasteful prac-
tice, tying up funds otherwise available for investment in basic 
balances or accounts too small readily to invest. 
• In addition, their use creates unnecessary bookkeeping, with 
separate series of checks to be used and entered in the rec-
ords and additional bank reconciliations to be made. Trans-
fers of cash between appropriate funds as provided in the 
ordinance can only be made by check, whereas by using a 
common bank account such transfers can be effected merely 
by making journal entries in the books. 
c) The practice of requiring all cash received by a governmental 
utility to be deposited in trust accounts with a trustee. 
• A l l of the objections set forth with respect to multiple bank 
accounts apply with equal force to trustee accounts. In addi-
tion, their use results in divided records, with no correlation 
between recorded transactions on the accounts of the trustee 
and the books of the utility. They are even more awkward 
and inconvenient with respect to investment of idle funds 
than are multiple bank accounts. 
d) The absence of any allowance for working capital. 
• A common procedure in most ordinances is to provide for trans-
fer of the full amount of net income before depreciation and 
bond interest into several specific funds each month, leaving 
no cash at all in the operating fund. On this basis, a utility 
might not even be able to meet its next succeeding payroll, 
much less other operating expenses until it made further 
collections on its accounts receivable. This process is incom-
patible with modern accounting and business procedures. 
• A utility is a "business" and reasonable working capital is 
one of its basic and continuing needs. It should be provided 
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with working capital before, not after, all other provisions 
of the bond ordinance are satisfied. 
e) Completely inadequate provision for expansion and replace-
ments to utility plant and system. 
• There is no logical relation between the actual cash needs for 
financing additions to the plant and system of a typical utility 
and the arbitrary provisions for such purposes, such as the 
usual "renewal, extension and replacement funds." 
• The need for physical additions or replacements to a utility 
system is closely related to such factors, for example, as 
population growth, new subdivisions, supply sources, need 
for larger distribution facilities, condition of the system, or 
need for specific replacements. To limit a utility to $25,000 
or $50,000 or some other fixed amount for plant replacement 
or expansion in a given year, without any relation to its 
actual need, and depriving it of an opportunity for natural 
growth is wrong in principle. Obviously, this is not in the 
interest of good management and actually weakens the posi-
tion of the bondholder by depriving the utility of new cus-
tomers and increased income. 
f) The restrictive covenants in many ordinances prohibit repay-
ment of funds temporarily borrowed to meet desired expansion or 
replacement when funds from net revenues were not available. 
• This provision in many ordinances has proved to be a serious 
obstacle in financing necessary extensions to a system, such 
as in new subdivisions when funds were available but could 
not be borrowed for lack of authority to repay them from 
"cash from net revenues." In many instances good manage-
ment, desired growth, and new customers for the utility have 
all suffered because of such restrictions in many typical 
ordinances. 
g) The writer believes one of the deeply rooted difficulties un-
derlying this problem of management deterrents is that customary 
provisions in revenue-bond ordinances appear to be founded on a lack 
of "trust or confidence" in the utility or its administrators; this lack 
of trust has resulted in programming the utilization of each dollar of 
the utility's gross revenues. 
• Actually, if the administrators of any utility purposely intended 
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to violate ordinance provisions harmful to the position of its 
bondholders, it could be done as simply under the present 
type of ordinance as under others possessing more manage-
ment latitude. 
CONCLUSION 
The foregoing considerations present a few of the many obstacles 
to efficient management of utilities inherent in typical provisions of 
revenue-bond ordinances. There are many more such "management 
deterrents" that could be considered here. 
In light of the historical background of revenue-bond financing in 
the United States, the accent on management in operating utilities 
generally and the marked advances in management techniques during 
the past quarter century are gradually emphasizing the direct relation 
between good management and the protective position of the bond 
investor. 
It would seem to a clear course of logic that if the specific provi-
sions of revenue-bond ordinances generally were so constructed as to 
create a fertile environment for efficient management, both the utility 
and the bondholder would benefit from new customers, increased 
revenues, better expense control, and higher "coverage," not to men-
tion a sounder financial condition. 
It would seem timely that serious consideration be given to the 
management needs of utilities generally. A completely new approach 
in the formulation of provisions for revenue-bond ordinances is called 
for. Vision and imagination are required, coupled with a clear view 
of the practical, operating needs of utilities, in order not to sacrifice 
the protective position of the investor group. 
This too is a challenge to the governmental units, the investors, 
large and small, the bond dealers and fiscal agents, the bond attorneys 
and the accountants and auditors. With the ingenuity and resource-
fulness that must exist in this broad group, it would seem assured 
that the challenge can be met and the problem it poses solved. But 
the first step is to recognize and acknowledge that it needs to be met 
and to have its demands satisfied. 
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